DEPARTMENT OF THE TREASURY * .
"INTERNAL REVENUE SERVICE "~
WASHINGTON, D.C. 20224’y .~

TAX EXEMPT AND
GOVERNMENT ENTITIES
DIVISION

Date:

.:OGT 25 200t

Telephone Number:

Employer identification Number IRNNEED

bear Applicant:

‘We have considered your application for recognition of exemption from federal income tax
under section 501(a) of the Intemal Revenue Code as an-organization described in section
501(c)3). Based on the information submitted, we have concluded that you do not qualify for
exemption under that section. The-basis for our condlusion is set forth below.

You were incorpo:ated as a Not-for-Profit entity under the Laws of the State of Sl oN
! D Your articles of incorporation include language: that sufficiently limits your
ggcﬂvitles to purposes.described in section 501(c)(3) of the Code.

‘You seek to provide education and.instruction to public schaol children n N

WD through the operation of a charter school. RN through its subsidiary.
I, ("W). 5 for-profit company, prepared and submitted

your cliarter schod! application to the N < chool District in U

“You have not yet opened yéur school for Operaﬁons..' You have not leased a school building at
.this time. You do not plan to operate a school until o .

-You are a principal to a Development and Planning Agreement ("‘DPA’) executed with (D
‘Generally, the DPA gives control of your activities prior to opening of your school 10 .
‘You have contracted away virtually all of your activities to WREED. You have little, if any,
control over basic activities $uch as the negotiation of your charter contract with the Chartering .
-Entity or the coordination, negotiation and administration of contracts entered into by you for

" necessary services performed by third parties.

The agreement with Ulllildis comprahensive in nature and provides that WRwill assume
. full responsibility for the education of your students. Similar to the control given to NEDin

- -rthe DPA -agreement for pre-opening operation, the -agreement gives-controt over virtually all-of

.your on-going activities to D Wil plan, implement and oversee a curriculum for
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| R " Eaction 1501(C)By-1{d)ENIY of the regulations provides that the 1

you. will operate student recruitment and enroliment. Your principal, faculty and staff

will be employees of SN SEENorbids all its employees from working for you for a
" . period of gne year after termination of this management contract. I will perform all your

accounting-and financial management including maintaining your Operating Account with

 Signature authority.

. is responsible for suéh basic educational activities as the .coordination and oversight of
all organized parental involvement, including the required parficipation of parents of your

_students. [ will also establish and work with any parent-tsacher organization.
has authority over all your official public relations, including community outreach, press
- rgleases, and media relations. :

*fou will compensate —1 4% of your school revenues for its management services.
3’ichool" revenues are defined as gross revenues from any ‘source Including, but not limited to, -
iinding by individuals and private corporations, govemnment funding and any grants obtained

~ iwhether by individuals, priva}e corporations or govemment entities). -

. Section 170(b)(1)(A)(#) of the Code provides for the allowance of a charitable deduction for an

educational organization which normally maintains a regular faculty and curriculum and
normally has a regulary enrolied body of students in attendance at the place where its
sducational activities are regularly carried on. :

Section 501(c)(3) of the Cade provides for the exemption from federal income tax of

organizations organized and operated exclusively for educational purposes. ‘

Se'ction 1.501 (6)(3)71 (@)(1).of the Income Tax Regulations.stétes that, in order to be exempt as

, ‘an organization described in section 501(c)(3) of the Code, an organization must be both .

- organized and operated exclusively for one-or more of the purposes specified in such section.
. 'If;ah organization fails to meet either the organizational test or the operational test, itis not
n ?'_xempt. : '
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Section 1.501(c)(3)1(c)(1) of the regulations provides that an organization will be regarded as
~operated exclusively” for one or more exempt purposes only if it engages primarily in activities

. which accomplish one or more. of stich exempt purposes specified in section 501(c)(3). An

organization will not be so regarded if more than an insubstantial part of its activities is not In
furtherance of an exempt purpose. . ’

Section 1.501(c)(3)-1 (d)(1)(ii) of the regulations states that an organization is not organjzed or
‘operated exclusively for one or more exempt purposes unless it serves a public rather than a
_private interest. Thus, to meet the requirement of this subdivision, it is necessary for an
organization to establish that it is not organized or operated for the benefit of private interests
such as designated individuals, the creator or his family, sharehoiders of the organization, of
ppersons controlled, directly or indirectly, by such private interests.
4 : .

“*educational”, as used in_
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section 501(c)(3), relates to—
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(a) The instruction or training of the individual for the purpose of improving or
‘developing his.capabilities; or - K ;

“(b) The instruction of the public on subjects useful to the individual and beneficial
to the community. .

i Better Business Bureau of Washington; D.C., Inc, v. United States, 326 U.S. 179, the
Supreme Court held that the presence of a:single non-exempt purpose, it substantial in nature,
will destroy. a claim for exemption regardiess of the number or importance of truly exempt

" purposes.

ngra_ting for the benefit of private. pariies constitutes a substantial nonexempt purpose. Qld

. Dominion Box Co. v, Utited States, 477F. 2d 340 (4th Cir. 1973), cert. denied 413 U.S. 910
! (1973)' ' . : K .

. The petitioner in st of Hawai, 71 T.C. 1067 (1979), conducted training, seminars and lectires . -
if the area of intrapersonal awareriess. -Such activities were: conducted under licensing CL
arrangements with various for-profit:corperations. The licensing agréements were conditioned - -

on the petitioner maintaining tax exempt status. The petitioner argued thatithad no

3

‘commercial purpose of its own and that its payments to the for-profits were just ordinary and
_ mecessary business expenses. The Cotirt did not agree. . - .

To :accede 1o, petitioner's claim that it has no connection with Intermnational (the
- for-profit licensor of the educational program) is to ignore-reality. While it may be
true that the same individuals do-not formally coritrol them, International exerts
_ considerable control over petitioner’s activities. It sets the tuition for the standard
training and requires:a minimuim number of such trainings. It requires petitioner
. to ‘conduct regular seminars and:te. host special events. It controls the programs
conducted by petitioner by providing trainers who are salaried by and responsible
Jlo EST, Inc, and ‘it further -controls petitioner’s. operations by providing
management personne! who are paid by and responsible to EST, Inc. In short,..
petitioner's only function is-to present to the public for a fee ideas that are owned
.by International with.materials and trainers that are supplied and controlled by
EST, Inc. Moregver, we note that petitioner’s ‘rights vis-a-vis EST, Inc,
. International, .and. PSMA are dependent on the existence of its tax-exempt
status—an element that indicates the possibility, if not the likelihood, that the for-
' profit corporations. were trading on such status... . L .
Regardless of whether the payments made by petitioner. to International were
_excessive, International and EST, Inc., benefited substantially from the operation
. of petitioner, (Emphasis added). : :

I American Campaign Academy v. Commissioner, 82 T.C. 1053 (1989), the Tax Court was

" icalled on to decide whether benefits to third parties, who were ot members, would preventthe -

i

anization from being récognized as an exempt organization within the meaning of section

 i501(c)(3) of the Code. The Court concluded that the organization could not confer substantial
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benefits on disinterested persons ,aﬁd still serve public purposes within the meaning of section
1.501(c)(3)-1(d)(1)(i) of the regulations.. . -

‘ : Secondary benefits which advance a substantial purpose cannot be construed
E .. as incidental 1o the ofganization's exempt educational purpose. Indeed, such a
' construction would cloud the focus of the operational test, which probes to
ascertain the purpose! towards which an organization's activities are directed and
not the nature of the activities themselves. o

" In Harging Hosoital, Inc. . United States, 505 F.2d 1068 (Bth Cir. 1974), a non-profit
hospital with an independent board of directors executed.a contract with a medical

partnership composed of saven physicians. The contract gave the, physicians control
* over care of the hospital's- patienis-and -the stream of income generated by the patients
. while also. guaranteeing the: physicians thousands of dollars in payment for various

supervisory activities. The “court’ hield that the benefits derived :from the contract
: - constituted sufficient private benefit to preclude exemption. ‘

. In.Redlands Surgical Services. V. Commissioner, 113 T.C. 47 (1989), the Tax Court held thata
- nonprofit wholly owned subsidiary of Redland Health Systems (a 501{c)(3) organization) '
operated for impermissible private benefit when it ceded effective control over partnership
. pperations to private parties who had no.requirement to operate exclusively for purposes
. described in section 501(c)(3). The organization's sole activity was participating as co-general -
- partner with a for-profit corporation in 2 partnership that owned and operated an ambulatory
surgery center. An affiliate. of the for-prafit partner was the manager of the surgical center. It
réceived a 6% managerment fee under the management agreement. ‘The court closely
examined the structure of the relationships among the parties and stated:

Clearly, there is- something in common batween the structure of petitioner’s sole
activity and the nature of petitioner's purpose in engaging.in it. An organization's
; purposes may be Inferred from its manner of operations; its “activities provide a
e a e ueekl indicia of the organization’s purpoie or purprces:®  Living Faith, inc. v,
Commissioner, 950 F.2d 365 (7th Cir. 1991), affd. T.C. Memo. 1990-84. The ~
binding commitments that petitioner has entered: into and that govem its
participation in the partnerships are indicative of pefiioner's purposes. To the
extent that petitioner cedes control over its sole activity to for-profit parties
having an independent economic interest in the same .activity and having no
abligation to put charitable purposes ahead of profit-making objectives, pefitioner
cannot be assured that the partnerships will in fact be operated in furtherance of
charitable .purposes. i In such a circumsiance, we ‘are led to the conclusion that
petitioner is not operated exclusively for charitable purposes...nothing in the
General Partnership iagreement, or in any of the other binding commitments
‘relating to the operation of the Surgery Center, establishes any obligation that
‘ i -charitable purposes be put ahead of economic objectives in the Surgery Center's
: - 77 operations. The Gereral Partnership agreement does not expressly state any
A T mutually agreed-upon d\a&fabté"ﬁu”“o?dﬁedweofme pannershtp A




The court also looked closely at the goveming arrangement of the partnership. It likened itto a

. board of directors. The court stated that the composition of the board of directors gives an .
ndication of whether the organization is operated for public or private purposes. The court-
guoted with approval from "Income Tax Exempt of the Contemporary:Nonprofit Hospital®,
Mancino, 32 St Louis'U.L.J. 1015, 1051 (1988). = - :

.. The board of directors, its composition, and its functions are relevant to (ax

- . exemption...the composition-of the board provides important evidence that the
- hospital serves public rather. than private purposes.: For, example, it is fair to
presume that a board of directors chosen from the community would place the

interests of the community above. those: of either the management or the medical

staff of the hospital. Thus, the relevance of the board is that its process should

indicate whether the hospital is. operated for the benefit of the community or to

o ‘'secure benefits for private interests..
: l\fter a through analysis of the all of the operating agreemeﬁgs entered into.by the petitioner, the - .
' zourt reached the following conclusions. " : foe

.Based on all of the facts and -circumstances, we hald that petitioner has not
established that it.operates exclusively for exempt purposes within the meaning
of section 501(c)(3). In reaching: this holding, we do'not view any one factor as -
" crucial, but we have..considered: these factors in their totality: The lack.of any
_t' . express or. implied obligation of the for-profit interests involved in petitioner's sole
\:  -activity to ‘put charitable: objectives ahead of non charitable objectives,
s ;petitioner's lack of voting control over the General Partnership; petitioner's lack
of other formal or Informal control sufficient to insure furtherance of charitable
purposes; the long-term contract giving SCA Management control over day-to-
day. operations as well as a profit-maximizing’ incentive; and the market
advantages and competitive benefits secured by the' SCA affilates as the resuit
., .of this amangement with petitioner. Taken in their totality, these factors compel :
“"“the conclusion that by ceding affective, control. over its operations to for profit Gt emen a s e
parties, petitioner impermissibly serves private interests. - : : '

. Section 501(c)(3) of the Code sets forth two main tests for qualification for exempt status. An
" organization must be both:organized and.operated exclusively for purposes described in section
501(c)(3). You have included sufficient limiting language in your organizing document as to
- your purposes. You also require a dissolution clause stating that your assets will be transferred
{6 another section 501(c)(3) organization'jn case you are dissolved. You have this dause in
. your organizing document as;well. ' Therefore, the organizational test has been met.

Another key requirement under section 501(c)(3) is that an organization be operated exclusively e
. for one or more exempt purpeses. To determine whether this test is satisfied, section e
" 11501(c)(3)-1(c)(1) of the'regulations: directs the Service.to determine'if the organization

engages primarily in activities which accomplish one or more: exempt purposes. Section : L
" 509 (SH(33-1(d)(1)(if) Of the Tegulations éxpands on the operated exclusively conceptby” "0 T T T
- providing that an organization is not operated exclusively to further exempt purposes unless it :




serves a public rather than aprivate interest.

Your method of operating a charie? school provides a substantial benefit to JIJIIM 3 for-profit

?rganizatlon The presence of a single non-exempt purpose; if substantial in nature, will
s‘estroy a claim for exemption regardless of the number or importance of truly exempt
nirposes. Better Business Bureay of Washington, supra. ‘Based on the facts that you have
,rovnded in your application for recognition of exemption, we are not able to conclude that you

N
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& are operated excluswely for publ'c rather than private purposes.

) Addmonally, your management agreement with IS pmvxdes comprehem:ve services to
f‘vou and relinquishes control of your operations to (Il For example:

1. SR will negotiate-your charter agreement with the: Chattenng Authority. Thus; .

you have no abil;ty to shape or control how your actmh&e will be structured.

. I is responslble Jgrthe-_ir,nplementabon and,a,dmmlstrahon of your curriculum

and the administration of all extra- and co-curriculum activities and programs. You .
.have no ability to detetmine how your students will be edumted .

. JIDis responsible for the selection and acquisition of an instructional matenals, ,

equipment, supphes and services required for operabon of the school.

_ MR the employer of the administrators, faculty and staff of your sghool and
~ has sole authonty to hire, firé,:and supervise the personnel.

T has responsnb:hty and:authority to determine staffing levels, and to select,
evaluate, assign, disciplirie and transfer personnel. You have no control over any
personnel who wnll. be.carying out your eduwtxonal misslon

of a-prepared budget at the begmnmg of the year you have no control over
your revenues.

- s gwen responsibility to set up your marketing plan including parent

orientation, student marketing and the preparation, management, supervision, and
implementation of : your school's opening.

S s given authority to perform any function newcsary or expedient for the
administration of the schaol including binding you to contracts with third parties.

T s given ~approval rights. to all official public relation’s communications.

10 _ is given respomaballty 10 establish and work with parent-teacher groups.

“You have retained:liftle; if ‘any, ability to &réate an identity Tor yoursélf by allowing

-toactasabufferbetweenyouandmepeppleyoqaresupposedtobe
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serving: students, parents, teachers and the general p‘ublié.' -

- 11, s a non—solidtabon dlause which forbids all tts employees from working
: for you. for.a penod of one yearafter termination of this management contract.
Conttactmg away such extensrve control over your activities serves the private interest of
_ and precludes your exemption under section 501(c)(3) of the. Code. Bl cannot be

o i yviewed. simply as a thnrd—party service provider. You have gone beyond contracting for services

and entered a relationship that could:be compared to a franchise or joint-venture. Your

. selationship with does not allow you to develop independently as an organization and a.
'séhool outside the management contract. - Your contract requires fittle from you other than
obtalning section 501(c)(3) tax-exempt status. You have entered'into a relationship with

-whlch in effect, allows a for-profit-entity to control & charter school. You have givenup -

: --'-your ability 1o effectively operate after termination of the agmement by agreeing to the non-
. cémpete clause.in the agreement. This severely hampers yaour. ability to decide what is best for
o your students because you. mnnot terminate your management company without losing your
j cumculum and staff.

. Your relationship with — is similar to the relahonshup discussed i est of Hawail, supra
Y hat case concemed a franchise arangement in which the exempt organization purchased ltS
f ;arograms and staff from for-proﬁt entities. - Although there was no structural relationship -

bétween the entities, the Court inferred. from the totality of benefits flowing from the exempt
, orgamzahon to the for-profits that they had substantial influence over the non-profit's.

: pperations. - The Court ruled. that est existed for the benefit of the for-profit entities and could
C g\ot be exempt. Similarly, you purchase useé of an educational. program, supplies, equipment,
. furniture -and fumishings from S You receive management and development services .
-~ 4rom WER You lcok oM to provide you with everything to operate a charter school

* - axcept the charter itself. You| are provxdmg benefits that are in exoess of the benefits provided

¥>y est of Hawai. : -

i

e Yox.r case is also st:ikingly simf'.tar 1o.ths fodte discussed in Harding Hospitai supra. Thatca

concemed a contractual relahonshnp between a rofit hosprtal and an association of

physucuans You give control over your studentsnt:ilmnlar to the control over the .

matients given to the physicians. You give. control of your per-pupil revenue funding to

*«imnlar to the physician’s contral over the hospital patient revenue stream. Like the physician's
. supervisory activity fees, you compensate _over and above the per pupil funding,

‘ presumably for any and all'services a school like yours would need.

- Ultimately, given the extenswe contractual relationship between you and- itis
|mpossxble to determine whera -the servnce pmvider ends and you the stakeholder °

: fbeglns

: ;n addmon -even if we recogmzed you as an exempt organization under section 501(c)3), you

are nota school as deﬁned under section 170(b)(1)(A)i) because you have had no facuity, no

bunldmg, no lease, &nd no reguiarly enrciled body of students for nearly three years. Youwere B

mcorporated on almost three years ago. You have not yet opened your :
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: school for operations You have no' lease for any building. You are not planmng to open your

. §chool for operations unul_ at the earfiest. All of this shows a lack of operation.

- Thus, you have failed the operational test under this code section. You requested classification
. under section 170(b)(1)(A)()iin your application. You do not meet the requiremnents of this code

secbon and therefore your request to be classified under this section'is denied.

Aecordmgly, you do not qualify for exemptaon as an organization dascnbed in section 501(c)(3)
- uot the Code and you riwst f le federal income tax retums,

L Qontnbuhons to you are not deductible: under section 170 of the Code.
| You have the right to protest this ruling if- you believe it is incomact. To protest, you should

) 'submlt a statement of your views to this office, with a full.explanation of your reasoning. This
Atatement, signed by one of your officers, must be submitted withiri 30 days from the date of

~his letter. - You also have a.right to a.conference in this office after your statement s submitted.

* You must request the conference,if you.want one, when you file ! your protest statement. f you .
ure to be represented by someone who is ot one of your officars; that person will need to file a - -

: proper power of attorney and’ othenmse quahfy under our Conferance and Practices

- Requirements.

if:you do not protest this rulmg in a timely manner, it will be oonsudered by the Intemal Revenue o

Service as.a failure to exhaust available administrative remedies. . Section 7428(b)(2) of the

. Code _proyides, in part, that.a declaratory: Judgement or decree under this section shall not be
o ,ssued in-any proceeding unless the Tax Court, the United States Court of Federal Claims, or.
. . the District Court of the United States for;the District of Columbia determines that the

; arganlzauon involved has exhausted admmlstratnve remed)es available to it within the internal

Revenue ‘Service. . .

X 5f we do not hear from: you within 30 days thns ruling will beeome ﬁnal and a copy will-be

foxwarded to the Ohio Tax. Exempt and Govemment Entities (TE!GE) office. Thereafter, any

- ’uestions about your; iederal incGirhe stams Shouid be directed to that office, either by ..

ca!lmg 877-829-5500 (a.toll free number) or sending comespondence to: Intemal Revenue

- 3ervice, TE/GE Customer Service, P.O. Box 2508, Cincinnati, OH 45201. The appropriate
: ._=State Officials will be notified. of this actxon in accordance wrth Code section 6104(c).

;'When sendjng additional letteys to us with respect to this wse. you wﬂl expedite their receipt by
’ usmg the following address ,

Internai Revenue Servloe

T:EO:RA:T:‘4,§ Room 3E5
1111 Constitution Ave, N.W.
Washington, D.C. 20224




fyou have‘any quest:ons”please confact the person. whose name and telephone number are
shown in the headlng of thls letter

i

Smcerely

| (&mwd)emuv.&ck
= - ; ' Gerald V. Sack
: ) P Manager, Exempt Organizations -
S - Technical Group 4
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